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Public Provision of Private Goods and Equilibrium
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This paper deals with public provision of a private good in a two-type model with
optimal nonlinear income taxation. We assume that the wage rates are determined by
bargaining between unions and firms, meaning that the equilibrium is characterized by
unemployment. The results show that imperfect competition in the labor market gives
rise to additional policy incentives associated with the self-selection constraint, which
may justify either more or less public provision than under perfect competition. The
paper also addresses employment-related motives behind public provision of private
goods.
Keywords: public provision of private goods, nonlinear taxation, unemployment
JEL classification: H 21, H 23, J 51
1.Introduction
This paper deals with public provision of private goods in an economy with
optimal nonlinear income taxation and imperfect competition in the labor
market. The basic idea is to use insights from the literature on optimal
taxationunderunemploymentinordertolearnmoreabouthowtousepublic
provision of private goods for purposes of efﬁciency and redistribution. The
analysis to be carried out in the paper relates to the self-selection approach
to optimal taxation and is based on the two-type model developed by Stern
(1982) and Stiglitz (1982).
Previous studies dealing with public provision of private goods in econ-
omies with nonlinear income taxation are typically based on the assump-
tion of competitive markets, and the decision to publicly provide private
goods is explainedinthe context ofoptimal redistributionunder asymmetric
information1. Furthermore, earlier studies often rely on linear production
technologies, implying that the wage rates are ﬁxed. In such a framework,
* The authors would like to thank two anonymous referees for helpful comments and sug-
gestions. A research grant from FAS is also gratefully acknowledged.
1 See e.g., Blomquist and Christiansen (1995, 1998a, 1998b), Boadway and Marchand
(1995), and Boadway et al. (1998).
FinanzArchiv 61 (2005), 353--367. ©2005 Mohr Siebeck -- ISSN 0015-2218Thomas Aronsson, Mikael Markström, and Tomas Sjögren 354
the usefulness of a publicly provided private good as a tool for redistribu-
tion depends on the structure of consumer preferences. If the utility func-
tion is nonseparable, then public provision of private goods will be welfare-
improvingunder certainconditions by relaxingthe self-selectionconstraint2.
The idea is to make mimicking less attractive, which, in turn, increases the
choice set underlying redistributive policy. If, on the other hand, leisure is
weakly separable from the other goods in terms of the utility function, it
may not be possibleto increasewelfareviapublic provisionof privategoods.
Pirttilä and Tuomala (2002) extend the analysis by allowing the wage rates
to be endogenous, as well as by assuming that the publicly provided private
good gives rise to an external effect in the production; then public provision
affects the self-selection constraint via the wage distribution. In this case,
therefore, public provision of private goods may have a distinct role to play
inthecontextofredistributivepolicy,evenifleisureisweaklyseparablefrom
the other goods.
In this paper, we relax the assumption that the labor market is competi-
tive and, instead, assume that the wage rates are determined by bargaining
between unions and ﬁrms. Therefore, the equilibrium is generally charac-
terized by unemployment in our framework. This extension is important
from at least two perspectives. First, labor unions are important institutions,
at least in the European labor markets, suggesting that the introduction of
equilibrium unemployment may provide additional realism to the study of
public provision of private goods. Indeed, government involvement in the
provision of private goods is often motivated by the desire to redistribute,
and reducing unemployment is one means of accomplishing redistribution.
Considering that many industrialized countries have experienced high un-
employment rates for a long time, it is clearly relevant to extend the theory
of public provision accordingly. Second, our framework provides a natural
extensionoftheliteraturedevelopedsofaronoptimalnonlineartaxation,re-
distribution, and public-good provision in economies with unemployment3.
This enables us to consider how a broader set of policy instruments can be
combined for purposes of efﬁciency and redistribution, as well as explaining
2 There is an earlier literature on public provision of private goods in economies with lin-
ear taxes (combined with uniform lump-sum taxes); see, e.g., Munro (1991, 1992). The
welfare gains of in-kind transfers are in this case associated with tax-revenue effects.
See also the related paper by Balestrino (2000) dealing with public provision of private
goods under mixed taxation (a nonlinear income tax and linear commodity taxes). In his
paper, therefore, the possible welfare gains of relaxing the self-selection constraint via
public provision are analyzed simultaneously with tax revenue effects, since public provi-
sion affects the revenues from commodity taxation.
3 See Marceau and Boadway (1994) and Aronsson and Sjögren (2003). See also the related
literature dealing with optimal tax progression under imperfect competition in the labor
market; e.g., Fuest and Huber (1997) and Aronsson and Sjögren (2004a, 2004b).Public Provision of Private Goods and Equilibrium Unemployment 355
how the results in previous studies dealing with public provision of private
goods willbemodiﬁed ifequilibriumunemploymentis incorporatedinto the
analysis.
The paper contributes to the literature in primarily two ways. One is by
showing how imperfect competition in the labor market gives rise to add-
itional policy incentives associated with the self-selection constraint, which
may justify either more or less public provision than under perfect compe-
tition. The intuition is that, with union wage formation, a broader set of
variables affects the wage distribution than under perfect competition. Fur-
thermore, since public provision of a private good inﬂuences employment –
both directly via the quantity provided and indirectly via the requirement of
budget balance for the government – the paper also addresses employment-
related motives behind publicly provided private goods.
The outline of the paper is as follows. In section 2, we present the model
and discuss the outcome of private optimization. Public provision of private
goods is analyzed in section 3. Section 4 summarizes the results.
2.The Model
The optimal tax and expenditure problem analyzed in this paper is conven-
tional in the sense that the government is assumed to act as Stackelberg
leader, whereas the private sector (including the unions) acts as follower.
This section deals with the behavior of the private sector by analyzing the
outcome of optimization by consumers, ﬁrms, and unions, respectively, as
well as by describing wage and employment formation. The optimization
problem of the government will be described in section 3.
2.1.Consumers and Firms
There are two types of consumers participating in the labor market: a low-
ability type (denoted by superindex 1 if employed) and a high-ability type
(denotedbysuperindex2ifemployed).Thedistinctionbetweenabilitytypes
refers to productivity, which is here interpreted to mean that the high-ability
type faces a higher before-tax wage rate than the low-ability type.
The consumers have identical preferences deﬁned by the utility function
u(c,h,q),w h e r ec is a normal private good and h leisure, whereas q will be
referred to as a quasi-private good; it is a private good partly provided by
the government.The function u(·)isincreasingin each argumentand strictly
quasiconcave. We characterizeq asfollows: q = g+z,w h e r eg is the amount
provided by the government, and z is the additional amount purchased by
the individual himself/herself. The government provides the same amount
of the quasi-private good to all households, and we assume that g cannotThomas Aronsson, Mikael Markström, and Tomas Sjögren 356
be resold. For simplicity, the prices of both goods are normalized to one.
Leisure is deﬁned as h = H − l,w h e r eH is a time endowment and l the
hours of work. Finally, to simplify the analyses to be carried out below, we
assumethatlimc→0uc(c,h,q) = limq→0uq(c,h,q) →∞ ,wherethesubindices
denote partial derivatives, i.e., uc(·) = ∂u(·)/∂c and uq(·) = ∂u(·)/∂q.
Ifemployed,aconsumerofabilitytypeiearnslabor income wili,w h e r ewi
is the wage rate. The after-tax income is denoted Bi = wili − T(wili),w h e r e
T(·) is an income-tax function. Since the optimal-tax and -expenditure prob-
lem will be formulated in terms of conditional indirect utility functions, it is
convenient to start by solving the private optimization problem conditional
on the hours of work. This means choosing ci and zi to maximize the utility
subject to the budget constraint Bi = ci +zi and the nonnegativityconstraint
zi ≥ 0,w h e r eBi is treated as a ﬁxed income. Substituting the budget con-











c) = 0 (1)
for i = 1,2,w h e r eui = u(ci,hi,qi). If the nonnegativity constraint does
not bind, equation (1) implicitly deﬁnes the conditional demand functions,





























the hours of work by maximizing the conditional indirect utility function
with respect to li subject to the budget constraint Bi = wili − T(wili).T h e













y = ∂T(yi)/∂yi is the marginal income tax rate, and yi = wili mea-
sures the before-tax income. Conditional on the tax schedule, equation (4)
implicitly deﬁnes the hours of work as a function of the wage rate and the
publicly provided quantity of the quasi-private good, i.e., li = l(wi,g).
If unemployed, on the other hand, the consumer receives a ﬁxed tax-free
beneﬁt4,b.Thebudgetconstraintbecomesb = cu +zu,wherethesuperindex
4 In principle, the unemployment beneﬁt could be allowed to differ depending on skill
and/or some (exogenous) earnings history. To simplify the analysis, we have made no
such distinctions here. Note also that, by our assumptions, the government controls the
posttax income of the unemployed, an assumption that appears to be reasonable in thePublic Provision of Private Goods and Equilibrium Unemployment 357
u refers to “unemployed”. By analogy to the analysis carried out above, the
conditional indirect utility function is written
v
u = v(b,H,g) = u(b − z(b,H,g),H,g+ z(b,H,g)). (5)
Consumers have identical preferences; therefore, equation (5) applies to
unemployed individuals of both ability types.
Since the technology is characterized by decreasing returns to scale (see
below), there will be pure proﬁts in the equilibrium. Therefore, following
previous studies on optimal taxation under union wagesetting,such as Fuest
and Huber (1997) and Aronsson and Sjögren (2004a, 2004b), we introduce
a second categoryofconsumers,calledﬁrmowners5. Tosimplifytheanalysis,
we assume that the ﬁrm owners do not work, implying that their only source
of income is proﬁts from the production, and we normalize the number of
ﬁrm owners to one. The budget constraint of the ﬁrm owner is given by
B0 = (1− s)π = c0 + z0,w h e r eπ is the proﬁt income and s the proﬁt income
tax rate, while the superindex 0 is used to denote the ﬁrm-owner type. The








technology to produce both commodities. Labor is the only variableproduc-
tion factor. Since the number of ﬁrms is not important in the analysis, it will
be normalizedtoone.The production function iswrittenF(L1,L2),whereLi
is the total employment of ability type i, measured as the hours of work per
employee, li, times the number of employed persons, Ni. The function F(·)is
increasing in each argument and strictly concave. In addition, both types of
labor are essential. Proﬁt maximization implicitly deﬁnes the labor demand
function for eachabilitytype, Li = Li(w1,w2). Dividingby the hours of work
per employee,we canwriteeachlabor demandfunction in termsofthe num-
ber of employed persons: Ni = ˜ Ni(w1,w2,li) = Li(w1,w2)/li for i = 1,2.T h e
proﬁt function is written π = π(w1,w2).
context of this particular model, where the government effectively controls the posttax
income of the other agent types (see below). One interpretation is that the ﬁxed unem-
ployment beneﬁt constitutes a direct decision variable of the government; another is that
the government controls the posttax income of the unemployed via the general income
tax.
5 The ﬁrm-owner type is interpreted as the owners of any ﬁxed production factor. Instead
of introducing the ﬁrm owners, another alternative would have been to assume that the
proﬁt income is equally distributed among workers. It is not of importance for the qual-
itative results derived below which option is chosen. Introducing a ﬁrm-owner type is
slightly more convenient from a computational point of view.Thomas Aronsson, Mikael Markström, and Tomas Sjögren 358
2.2.The Labor Market
Let Mi denote the number of workers of ability type i, all of whom are orga-
nized by an ability-type-speciﬁc trade union6. The individuals are assumed
to enter into a speciﬁc union after the government decides upon public pol-
icy. In addition, we assume that wage setting is decentralized in the sense
that the unions treat the policy variables of the government as exogenous.
Given these characteristics, the number of unions facing each ability type is
not important for the analysis. By analogy to the treatment of the produc-
tion sector, therefore, the number of unions facing each ability type will be
normalized to one. Each union acts as a Nash competitor towards the other
union.
At present, there seems to be no standard approach for specifying the
objective function of a union7. Following Oswald (1993), we assume that
the union members can be ranked according to (exogenous) seniority rules,
meaning that there is a known layoff ordering within each union8. Decisions
within each union are taken by a majority vote, implying that the union
member with median seniority is decisive. As a consequence, if the majority
of union members are not at an immediate risk of becoming unemployed
(which we assume here), the union is locally indifferent to the level of em-
ployment. The objective of the union will be the objective function facing
the majority of its members; ui = u(ci,hi,qi).
The wagerate of abilitytype i is determinedby bargaining betweenunion
i and the ﬁrm in the context of the right-to-manageframework. If the parties
fail to reach an agreement, all union members become unemployed and
receive the fallback utility, vu = v(b,H,g), which is exogenous to the union
6 In practice, union membership may reﬂect several factors such as ability, industry, and oc-
cupation. For simplicity, we have chosen to organize the individuals on the basis of their
abilities. Another possibility would have been to assume that both ability types are orga-
nized by the same union. Such a change of assumption would allow us to consider union
preferences for distributional equality; see Schneider (2005). Although the description of
union behavior matters for the outcome of wage formation (both in terms of the qualita-
tive properties of the wage equation and in terms of quantitative outcomes), it is not nec-
essarily important for the policy rules derived below which option is chosen. As long as
the equilibrium wage rates and employment levels can be written as general functions of
the policy instruments, as in equations (11) and (12) below, the description of how the in-
dividuals are organized into unions will not affect the qualitative policy rules derived in
section 3.
7 See Kaufman (2001) for an overview of models of union wage setting.
8 There is also a more formal argument behind our choice of labor market model; namely,
that we would like to provide a framework suitable for studying public provision of pri-
vate goods under unemployment. This rules out a description of the labor market where
the government can effectively control all channels through which the wage rates inﬂu-
ence the number of employed persons. Such a situation may arise if the union faces the
common utilitarian objective; see Aronsson and Sjögren (2004a).Public Provision of Private Goods and Equilibrium Unemployment 359
by the assumption of decentralized wage formation, whereas the fallback
proﬁt is zero. The outcome of the bargain for ability type i will be the wage


































The second-order condition is assumed to be fulﬁlled.
Since the optimal tax and expenditure problem below will be formulated
suchthatBi andli,insteadoftheparametersofthelaborincometaxfunction,
constitutethedirectdecisionvariables,itisconvenienttorewriteequation(9)
in order to eliminate 1 − Ti













By observing that vi is a function of Bi, li,a n dg, while vu is a function of
b and g, it is possible to write the bargained wage rate for ability type i as
a function of Bi, li, b, g,a n dwj for j  = i. Then, combining the resulting wage








for i = 1,2, where the parameter representing bargaining power has been
suppressed.Substitutingintothelabordemandfunctions,weobtainreduced-








for i = 1,2.
3.Public Provision of the Quasi-private Good
Let us begin by solving the optimal tax and expenditure problem conditional
onthe publiclyprovidedquantityofthe quasi-privategood.The government
is assumed to implement a Pareto-efﬁcient policy in the sense of maximiz-
ing the utility of the employed low-ability type subject to minimum-utility
restrictions for the employed high-ability type, the unemployed, and the
ﬁrm owner. The set of policy instruments consists of the parameters of theThomas Aronsson, Mikael Markström, and Tomas Sjögren 360
income-tax function T(·), the proﬁt income tax rate s, the unemployment
income b, and the publicly provided quantity of the quasi-private good,
g (which is held constant to begin with).
Note that, by choosing the parameters of the income-tax function, the
government can induce any desired combination of consumption and work
hours for each ability type. It is therefore convenient to formulate the opti-
mization problem so that the government directly chooses B1, l1, B2,a n dl2
instead of choosing them indirectly via the parameters of T(·). Similarly,
we use the consumption of the ﬁrm owner, instead of the proﬁt income-tax
rate, as a direct policy instrument. By using the private budget constraints
and the objective function of the ﬁrm, it is straightforward to show that the














2 + 1)g = 0, (13)
where F(·) = F(L1,L2), while L1(w1,w2) and L2(w1,w2) depend on B1, l1,
B2, l2, b,a n dg via the equations (11).
The informationalassumptions made inthis paper arestandardand imply
that the government can observe the income of all individuals, although it
cannotobserveability.Followingmostpreviousstudiesonoptimalnonlinear
taxation, we assume that the aim of redistribution is to redistribute from the
high-incomeearnerstothelow-incomeearners.Asaconsequence,wewould
liketoavoidtemptingthehigh-abilitytypestopretendtobelow-abilitytypes.
The number of hours of work that the high-ability type needs to supply in









in which φ = w1/w2 is the wage ratio. The self-selection constraint that may






1,g) = ˆ v
2, (15)
where ˆ v2 denotes the utility of the mimicker. The Lagrangian corresponding
to the optimal tax and expenditure problem becomes
L = v
1 + μ[v
2 − ¯ v
2]+ [v
u − ¯ v
u]+ρ[v
0 − ¯ v
0]+λ[v




















where wi and Ni satisfy equations (11) and (12), respectively,while μ,  , ρ, λ,
and γ are Lagrange multipliers.The ﬁrst-order conditions for B1, l1, B2, l2, b,Public Provision of Private Goods and Equilibrium Unemployment 361
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The marginal income tax rates of the two employed ability types implicit
in equations (16)–(19) and the determinants of the unemployment beneﬁt
have been characterized by Aronsson and Sjögren (2003) in the context of
a similar model and will not be further discussed here.
Our purpose is to characterize the cost–beneﬁt rule for public provision
of the quasi-private good, given that the income tax and the unemployment
income areoptimallychosen. By differentiatingthe Lagrangianwith respect
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Then, using equation (22) together with equations (16), (18), (20), and (21),
we can derive the following result:Thomas Aronsson, Mikael Markström, and Tomas Sjögren 362
Proposition 1 Within the given framework, the welfare effect of increasing the
































































Note ﬁrst that the cost–beneﬁt rule derived here is general in the sense of
applying for any initial level of g. To interpret Proposition 1, consider ﬁrst
the special case with exogenous wage rates and perfect competition in the







































equation (24)isa restatementof a resultderivedby Boadway andMarchand
(1995). Notice that, since z0 > 0, z1 > 0, z2 > 0,a n dˆ z2 > 0 for g = 0,t h e
welfare effect of introducing a small g is zero in this special case. However,
as g continues to increase, the private purchases of the quasi-private good
will be reduced and eventuallygo to zero. If the mimicker becomes crowded
out, whereas the true ability types do not become crowded out, then public
provision leads to higher welfare, in which case the results seem to suggest
that we have an interior optimum for the publicly provided quantity of
the quasi-private good9. In this situation, the ﬁrst three terms on the right-
hand side of equation (24) are equal to zero, whereas the fourth term is
positive.Theintuitionisthatincreasinggabovethepointwherethemimicker
becomes crowded out relaxes the self-selection constraint.
Returning to the more general case with endogenous wage rates and
unemployment, several additional effects appear in the cost–beneﬁt rule.
Note ﬁrst that an increase in g inﬂuences the wage rates and, therefore, the
self-selection constraint via the wage distribution. This has been pointed
out by Pirttilä and Tuomala (2002), although the mechanism discussed in
their study is an external effect in the production instead of union wage
9 Note that this argument implicitly assumes a well-behaved optimal tax and expendi-
ture problem, where the solution satisﬁes the second-order conditions. Therefore, the in-
terpretation should be combined with a warning to the reader, since optimal tax and
expenditure problems (this one being no exception) may not be well behaved in that
sense.Public Provision of Private Goods and Equilibrium Unemployment 363
formation. In either case, however, the intuition is that if ∂φ/∂g>0 (< 0),
then public provision of the quasi-private good increases (decreases) the
wageratio,which, inturn, makesmimickingless(more)attractive.Thus, this
effect constitutes an incentive to choose a higher (lower) g than otherwise.
Accordingtoequation(23),publicprovisionofthequasi-privategoodalso
constitutes a tool for inﬂuencing the number of employed persons; to our
knowledge, this motive for public provision has been neglected in previous
research. This so-called employment effect is measured by ηg. The intuition
is that an increase in the number of employed persons increases the tax
revenues net of transfer payments, ceteris paribus, implying that the public
expenditures become less costly to ﬁnance. To be more speciﬁc, each add-
itional employee of ability type i gives rise to an increase in the tax revenues
net of transfer payments equal to Ti + b, which constitutes the welfare ef-
fect in real terms of a marginal increase in Ni. Therefore, if an increase in
g increases (decreases) the number of employed persons, ceteris paribus,s o
ηg > 0( < 0), then this employment effect implies an additional incentive
(disincentive) to publicly provide the quasi-private good. This additional in-
centive (disincentive) can also be interpreted in terms of redistribution10:
as long as vi >v u for i = 1,2, higher employment implies redistribution in
the sense of reducing the number of agents in unemployment (which is the
group with the lowest utility among the labor-force participants)11. In add-
ition, since higher employment increases the tax revenues net of transfer
payments, more resources would (in principle) become available to support
those who remain unemployed.
Another novelty is the appearance of budget-balance effects in the cost–
beneﬁt rule. The budget balance effects appear because an increase in g
must be accompanied by an increase in the tax revenues, which, in turn,
decreases the income available for private consumption, i.e., B1, B2,a n db.
10 This interpretation would, perhaps, become more apparent if the objective function and
minimum-utility restrictions in the optimal tax and expenditure problem were replaced
by a general social welfare function that reﬂected the size of each group. In the model set
out above, the welfare increase associated with a marginal increase in the number of em-
ployed persons of ability type i, γ(Ti + b), depends on the marginal cost of public funds
and the increase in the tax revenues net of transfer payments. With a utilitarian social





(vi − vu) + (Ti + b)

,
in which the private utility gain of being employed instead of unemployed is recognized.
11 The connection between public policy and employment described here differs from that
discussed in the literature dealing with workfare, where transfer payments to people
who might otherwise choose to be unemployed on a voluntary basis are conditioned on
the participation in public work programs; see, e.g., Besley and Coate (1994) and Brett
(1998). See also Bradebury (2004) for a literature review.Thomas Aronsson, Mikael Markström, and Tomas Sjögren 364
According to equation (23), B1, B2,a n db affect the cost–beneﬁt rule for g
via two channels: (i) the wage ratio and (ii) the number of employed per-
sons. These budget balance effects are absent in previous studies, which
are based on the assumption of perfectly competitive labor markets. This
is so because, if the labor market is competitive, then b = 0; in addition,
neither B1 nor B2 inﬂuences the wage ratio12 or the number of employed
persons under perfect competition. In an economy with union wage set-
ting, on the other hand, a broader set of variables affect wage formation
and, therefore, the wage ratio. If ∂φ/∂B1 > 0( < 0), then the decrease in
the private income of the low-ability type – following the necessity to raise
additional tax revenues – will contribute to increase (decrease) the wage
differential, ceteris paribus. Therefore, mimicking becomes more (less) at-
tractive, meaning that the budget balance effect constitutes an incentive for
the government to provide less (more) of the quasi-private good than it
would otherwise have done. The effects of B2 and b on the wage ratio are
interpretable in a similar way. The other channel through which B1, B2,a n d
b affect the cost–beneﬁt rule is due to the relationship between private in-
come and employment, here represented by η1
B, η2
B,a n dηb, respectively. If
η1
B > 0( < 0), then the decrease in the private income facing the low-ability
type – following a higher g – tends to decrease (increase) the number of
employed persons, meaning that there is an extra cost (gain) in terms of
lost (gained) employment of raising the additional tax revenues. Therefore,
to avoid the decrease (stimulate an increase) in the number of employed
persons, this budget balance effect works as an incentive to publicly provide
less (more)of the quasi-privategood than under full employment.The other
budget balance effects associated with employment, η2
B and ηb, have similar
interpretations.
In general, it is not clear whether the additional effects of public pro-
vision via the self-selection constraint and the employment effects tend to
increase or to decrease the public provision relative to the situation with
full employment. However, an interesting special case arises if the labor
market of the high-ability type is competitive, whereas the wage rate of the
low-ability type is determined by bargaining. To simplify the analysis, let us
assume that w2 is ﬁxed. In this case, it is straightforward to show that, if the
quasi-private good is complementary with leisure in the sense that vhg > 0,
then an increase in g will unambiguously increase w1. The basic intuition is
that an increase in the public provision of the quasi-private good increases
12 Under perfect competition in the labor market, the wage ratio is deﬁned as
φ = w1/w2 = FL1(L1,L2)/FL2(L1,L2),
where Li = Mili and Mi is a constant. This means that the effects of l1 and l2 fully capture
the inﬂuence of taxation on the wage ratio.Public Provision of Private Goods and Equilibrium Unemployment 365
the utility of being unemployed relative to the utility of being employed,
ceteris paribus. This implies that the state of unemployment becomes rela-
tively more attractive, which, in turn, provides the union with an incentive
to bargain for a higher wage rate. Therefore, the government can alleviate
the unemployment problem by providing a relatively low level of g.H o w -
ever, such a policy would also increase the pretax wage dispersion between
the employed low-ability and high-ability types. In other words, the poli-
cies to reduce unemployment and counteract the wage inequality among
the employedarenot compatible.Giventhe unemployment problemamong
low-skilled workers in Europe, this situation exempliﬁes a possible conﬂict
between basic policy objectives.
Weak separabilitybetween leisure and the other goods in the utility func-
tion means that the mimicker and the low-ability type become crowded out
at the samepoint. As a consequence, in the special casewithﬁxed wagerates
and perfect competition, it may not be possible to justify public provision of
private goods. However, by relaxing either of these two assumptions, public
provision of private goods will have a distinct role to play, even if leisure is
weaklyseparablefromtheother goods.PirttiläandTuomala(2002)consider
a model with endogenous wage rates. By abstracting from the direct pro-
ductivity effect emphasized in their study, which is not relevant in our case
where the quasi-private good only enters the utility function (and not the
production function), their result implies that if leisure is weakly separable
from the other goods, then it is welfare improving to publicly provide the
quasi-private good if this contributes to reduce the wage differential, i.e.,
∂φ/∂g>0. In our case, where the wage rates are determined by bargaining
between unions and ﬁrms, we obtain the following result:
Proposition 2 If Φ > 0 and η>0, then it is possible to increase the welfare via pub-
lic provision of the quasi-private good.
Proposition 2 immediately follows from the assumptions on which the
model is based. In other words, if the joint inﬂuence of g, B1, B2,a n db is
to reduce the wage differential and/or to increase the number of employed
persons, then public provision of the quasi-private good may be justiﬁed by
arguments other than nonseparability. The reason is, of course, that private
purchases of the quasi-private good neither reﬂect the effects via the wage
ratio nor the changes in employment. In addition, recall from the above
discussion that Φ and η do not only reﬂect the direct effects of g on the wage
distribution and employment, respectively; they also reﬂect indirect effects
via the requirements of budget balance. Thus, this paper points at several
additional channels via which public provision of private goods may affect
the welfare.Thomas Aronsson, Mikael Markström, and Tomas Sjögren 366
4.Summary
This paper concerns public provision of private goods under imperfect com-
petitioninthelabormarket.Theanalysisisbasedonatwo-typemodel,where
the wage rates are determined by bargaining between unions and ﬁrms. We
wouldliketoemphasizetwoaspectsofpubliclyprovidedprivategoods.First,
imperfect competition in the labor market gives rise to additional policy in-
centivesassociatedwiththeself-selectionconstraint,whichmayjustifyeither
more or less public provision than under perfect competition. Second, since
the equilibrium may be characterized by unemployment, public provision
of private goods becomes a tool for inﬂuencing employment. Note also that
these additional effects can be separated into direct effects of the publicly
provided quantity of the private good, and indirect effects following from
the necessity to raise additional tax revenues. Therefore, this paper points at
a broader set of mechanisms behind public provision of private goods than
previous studies.
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